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This audit risk alert is intended to provide auditors of financial state­
ments of providers of health care services with an overview of recent 
economic, industry, regulatory, and professional developments that may 
affect the audits they perform. This document has been prepared by the 
AICPA staff. It has not been approved, disapproved, or otherwise acted on 
by a senior technical committee of the AICPA.
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Health Care 
Industry Developments—1994
Industry and Economic Developments
Although comprehensive health care reform efforts at the federal 
level failed in 1994, the debate over the future of the nation's system for 
financing and delivering health care services to its citizens has sensi­
tized providers to the need for maintaining high levels of efficiency and 
quality while maintaining strict control over costs.
While policymakers in Washington were addressing national health 
care reform, the health care industry was faced with a myriad of busi­
ness pressures that include—
• Continued reductions in federal reimbursement for Medicare and 
Medicaid patients.
• Growth of managed care and direct contracting fee arrangements 
based on fixed-fee or per diem rates.
• Shifting an increasing number of cases to outpatient settings.
• Higher levels of uncompensated care.
• The necessity to offer more costly labor and benefit packages to 
attract and retain qualified staff.
• Rising costs associated with malpractice claims.
• Increasing difficulty in obtaining capital.
This climate has given rise to corporate strategies that include 
mergers, restructurings, realignments of facilities and personnel, and 
the establishment of new alliances among various health care 
providers to offer comprehensive services at reasonable prices and to 
ensure a steady flow of patients. For example, during the past year 
regional alliances have been formed among not-for-profit hospitals, 
nursing homes, and walk-in clinics; physicians have joined medical 
groups and those groups have sought alliances with still other medical 
groups; and insurance companies and health maintenance organiza­
tions have created medical networks with hospitals and groups of 
doctors. Such changes may have financial accounting and reporting 
ramifications. Auditors should be aware of them as they plan and per­
form their audits of financial statements of health care providers. The
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audit risk implications of these changes and other factors are discussed 
in the section "Audit Issues and Developments" in this Audit Risk Alert.
Perhaps the most notable response to pressures to control costs is the 
movement toward a managed care environment in which physicians, 
insurers, and other health care providers are creating integrated delivery 
systems and networks that combine inpatient, outpatient, and physi­
cian services into one organization. Some providers are also integrating 
vertically by offering a range of services that include ambulatory, acute, 
long-term, and rehabilitation care. Such services are generally 
provided on the basis of predetermined, fixed-fee "capitated" (per 
head) payments rather than by charging fees as services are provided. 
Such arrangements often focus on maintaining good health as 
opposed to treating accidents and acute illnesses. The change from 
a largely fee-for-service system of care provided by stand-alone 
providers to networks of providers operating in a managed care, capi­
tated environment means that health care providers will assume more 
of the financial risk of treating patients. Such arrangements are new to 
many providers and the financial risk of entering into unprofitable 
health care delivery contracts may be increased if the provider is not 
familiar with operating in a managed care environment. (See the 
section "Risk Contracting in a Managed Care Environment" under 
"Audit Issues and Developments" in this Audit Risk Alert.)
Managed care generally brings with it a decrease in utilization of 
inpatient hospital services. The profitability, and possibly the survival, 
of many hospitals may be contingent on their ability to efficiently 
reconfigure unused patient space by becoming vertically integrated 
provider networks that can subsidize inpatient acute care services 
as part of providing a complete continuum of care. Hospitals that are 
unable to integrate their services vertically or that do not become part 
of a larger network of hospitals may risk lower utilization and decreased 
revenues. As they plan and perform their audits, auditors should 
carefully consider the audit risk implications of such conditions, which 
may result in reduced profitability, impairment of the carrying value 
of property and equipment, violations of restrictive debt covenants, 
and inability to meet obligations as they come due. Auditors should 
carefully consider the provisions of AICPA Statement on Auditing 
Standards (SAS) No. 59, The Auditor's Consideration of an Entity's Ability 
to Continue as a Going Concern (AICPA, Professional Standards, vol. 1, 
AU sec. 341), which requires auditors to evaluate, based on the results 
of audit procedures performed, whether there is substantial doubt 
about an entity's ability to continue as a going concern for a reasonable 
period of time.
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Federal and State Regulatory Actions
Thus far in 1994, federal regulatory activity has been limited primar­
ily to the implementation of prior years' initiatives rather than to 
the establishment of new regulatory policies, in large part because 
of the Administration's legislative agenda for major health care reforms. 
The following federal regulatory developments were initiated in 1992 
to control the rapid rise of health care costs and continue to affect 
today's health care environment:
1. Medicare Resource-Based Relative Value Scale (RBRVS)—Represents 
a major change in the method by which Medicare pays for physi­
cian services. This system of payment is based on an abstract 
ranking of the value of physician procedures. The RBRVS is cur­
rently being phased in and will be fully effective in 1996.
2. Prospective Payment System (PPS) for Capital Expenditures—Phases 
out cost-based reimbursement for health care capital expendi­
tures. In the September 1, 1994, Federal Register, the Health Care 
Financing Administration (HCFA) issued its annual revisions to 
the Medicare hospital inpatient prospective payment rates for 
operating costs and capital-related costs and for diagnosis-related 
group classifications and weighing factors. The revised rates are 
applicable to inpatient discharges occurring after October 1 ,  1994.
3. Geographic Classification—Determines which hospitals are eligible 
for higher PPS rates because of their location. In the September 1, 
1994, Federal Register, HCFA issued a regulation that revises the 
eligibility criteria for geographic reclassification.
Initiatives aimed at curbing health care costs have also been taken at 
the state level. For example, Hawaii has successfully cut health care 
costs by implementing a single-payer, employer-mandated health care 
system. Oregon received a waiver from the Department of Health and 
Human Services (HHS) to implement a Medicaid system of priori­
tizing acute-care services for the poor.
Internal Revenue Service Developments
The Internal Revenue Service (IRS) continues to focus its attention on 
large health care systems through its coordinated examination pro­
gram (CEP). CEP audits may cover virtually all activities involving tax 
compliance issues. Tax assessments, including interest and penalties,
Regulatory and Legislative Developments
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resulting from CEP audits may be significant. Areas of potential 
exposure to assessment and loss of tax-exempt status include unrelated 
business income, inurement and excessive private benefit transactions, 
and violations of the Medicare and Medicaid antikickback statutes. 
Issues such as these can have a significant effect on the income tax 
provisions and liabilities recorded in the financial statements of health 
care providers and, therefore, require close scrutiny by auditors.
OMB Circular A-110
In November 1993, the U.S. Office of Management and Budget 
(OMB) published final revisions to OMB Circular A-110, Uniform 
Administrative Requirements for Grants and Agreements with Institutions of 
Higher Education, Hospitals, and Other Nonprofit Organizations. The 
circular applies to all federal agencies and includes adoption of the 
audit requirements of OMB Circular A-133, Audits of Institutions of 
Higher Education and Other Nonprofit Institutions, making it applicable to 
all universities, hospitals, and not-for-profit organizations receiving 
federal financial assistance. (OMB Circular A-133 exempted hospitals 
not affiliated with institutions of higher education.) OMB Circular 
A-110 includes pre-award and post-award requirem ents for 
administering grants and agreements. Among the requirements are 
standards for financial and program management, property manage­
ment, and procurement systems and contract closeout procedures.
The HHS adopted OMB Circular A-110 effective August 25, 1994 
(August 25 , 1994, Federal Register). For purposes of determining whether 
a hospital is affiliated with an institution of higher education (and 
therefore whether the OMB Circular A-133 audit requirements apply), 
the HHS defined the term affiliated to include all situations where any 
of the following applies:
1. A hospital or an institution of higher education has an ownership 
interest in the other entity or some other party (other than a state 
or local unit of government) has an ownership interest in each 
of them.
2. An affiliation agreement exists.
3. Federal research or training awards to a hospital or institution of 
higher education are performed in whole or in part in the facilities 
of, or involve the staff of, the other entity.
These provisions apply to state, local, and federal grants. Hospitals 
not covered by the audit provisions of OMB Circular A-133 are subject 
to the audit requirements of the HHS awarding agency.
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Audit Issues and Developments
Risk Contracting in a Managed Care Environment
As employers attempt to contain employee health care costs and as 
health care providers compete for patients and revenue dollars, more 
providers are entering into contracts in a managed care environment to 
render health care services on a fixed-fee, capitated basis. Contracting 
on a fixed-fee, capitated basis requires providers to assume some of the 
financial risks of providing patient care borne traditionally by insurers. 
The nature and extent of the risks assumed can vary significantly 
depending on the terms of the contract.
As providers shift from fee-for-service medicine into risk contracting, 
significant changes in their revenue and expense recognition policies 
will also occur. For example, in the traditional fee-for-service environ­
ment, providers recognize revenue and expenses when the services 
are provided; however, in a fixed-fee, capitated environment, revenue 
is recognized over the period that services are agreed to be provided. 
Auditors will need to be alert to the implications of this shift in the 
income-earning process. Guidance on accounting and financial 
reporting issues associated with risk contracts can be found in AICPA 
Statement of Position (SOP) 89-5, Financial Accounting and Reporting 
by Providers of Prepaid Health Care Services, which is included as an 
appendix to the AICPA Audit and Accounting Guide Audits of Providers 
of Health Care Services. The requirements of SOP 89-5 include the 
following accounting and reporting by providers of prepaid health 
care services:
1. Health care costs, including estimates of the costs incurred but not 
yet reported to the plan, should be accrued as the services are 
rendered. Furthermore, if a provider is obligated to render serv­
ices to specific members beyond the premium period because of 
provisions in the contract or regulatory requirements, the costs 
to be incurred should also be accrued currently. Costs that will 
be incurred after a contract is terminated, such as guaranteed 
salaries, rent, and depreciation, net of any related anticipated 
revenues, should be accrued when it is determined that a contract 
with a sponsoring employer or other group will be terminated. 
Amounts payable to hospitals, physicians, or other health care 
providers under risk-retention, bonus, or similar programs 
should be accrued during the contract period based on relevant 
factors, such as experience to date.
2. A loss should be recognized when it is probable that expected 
future health care costs and maintenance costs under a group of
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existing contracts will exceed anticipated future premiums and 
stop-loss insurance recoveries on those contracts.
3. Stop-loss insurance premiums should be included in reported 
health care costs. Stop-loss insurance recoveries should be 
reported as a reduction of the related health care costs. Receivables 
representing amounts recoverable from insurers should be 
reported as assets, reduced by appropriate valuation allowances.
4. Contract acquisition costs should be accounted for in accordance 
with SOP 93-7, Reporting on Advertising Costs.
Auditors of health care providers that participate in risk contract 
arrangements should carefully consider whether management is 
properly applying the accounting treatment set forth in SOP 89-5. 
Auditors may also find the guidance in SAS No. 57, Auditing Accounting 
Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342), useful 
in auditing the accounting estimates that relate to participation in 
such arrangements.
Furthermore, the presence of risk-sharing pools, use of subcon­
tracted providers, use of stop-loss insurance, and the potential for 
contracts that result in a financial loss all increase the risk that liabilities 
and expenses will be understated and revenues overstated. Audit risk 
pertaining to subcontracted services may be of particular importance to 
auditors of physician groups that are required to report externally in 
conformity with generally accepted accounting principles (GAAP) 
(which comprehend the accrual basis of accounting) because those 
providers frequently maintain their accounting records on the cash or 
tax basis of accounting. As a result, their accounting records may fail to 
include material liabilities for services rendered by referral physicians 
outside of the group that occurred but were not paid during the 
accounting period.
Restructuring Charges
Increasing numbers of health care entities are recording restructuring 
charges in the face of work force reductions, facility closings, and the 
discontinuation of certain business operations as a result of a shift to 
the managed care environment. For public entities, Securities and 
Exchange Commission (SEC) Staff Accounting Bulletin (SAB) No. 67 
(Topic 5P), Income Statement Presentation of Restructuring Charges, 
describes restructuring charges as charges that "typically result from 
the consolidation and/or relocation of operations, the abandonment of 
operations or productive assets, or the impairment of the carrying 
value of productive or other long-lived assets." Restructuring charges 
may include such costs as employee benefits and severance costs,
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employee relocation costs, costs associated with the impairment or dis­
posal of long-lived assets, facility closure costs, and other nonrecurring 
costs associated with the restructuring.
As a result of recent increases in the number of companies recording 
restructuring charges, the SEC staff has heightened its scrutiny of such 
charges. As they evaluate the propriety of restructuring charges 
recorded by their clients, auditors should also consider the consensus 
reached by the Emerging Issues Task Force (EITF) of the Financial 
Accounting Standards Board (FASB) in its discussion of Issue No. 94-3, 
Liability Recognition for Costs to Exit an Activity (Including Certain Costs 
Incurred in a Restructuring), which provides guidance on whether 
certain costs (such as employee severance and termination costs) 
should be accrued and classified as part of restructuring charges, or 
whether such costs would be more appropriately considered a recur­
ring operational cost of the company. EITF Issue No. 94-3 provides 
guidance in the appropriate timing of recognition of restructuring 
charges and prescribes disclosures that should be included in the 
financial statements. The EITF is expected to continue its discussion 
of this issue.
Auditors whose clients record restructuring charges should monitor 
the EITF's discussion of this issue.
New Alliances and Networks—Prohibited Relationships
As discussed in the "Industry and Economic Developments" section 
of this Audit Risk Alert, many health care providers have established 
new alliances with other providers and insurers in response to the 
current health care industry environment. Some of those relationships 
could have significant tax consequences or result in increased risk 
of abuse in the Medicare and Medicaid reimbursement system. The 
existence of certain relationships and contractual agreements among 
the various providers that make up the health care system has long 
been a concern to government regulators. For example, the IRS is 
concerned that certain transactions and arrangements between tax- 
exempt hospitals and physicians may result in private inurement. 
A decision that private inurement is taking place may result in revoca­
tion of the tax-exempt status of the hospital. The failure by a tax-exempt 
provider to maintain its tax-exempt status by complying with relevant 
tax laws and regulations could have significant ramifications for the 
organization. Auditors should be alert for activities or transactions that 
could threaten the tax-exempt status of hospitals. The HHS Office of 
the Inspector General (OIG) has expressed concern about the potential 
existence of payments or remuneration in return for the referral of 
Medicare or Medicaid patients. Such payments are strictly prohibited
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under the Medicare fraud and abuse rules. In such circumstances, 
auditors should be aware of the heightened possibility of the existence 
of related-party transactions. SAS No. 45, Omnibus Statement on Auditing 
Standards—1983 (AICPA, Professional Standards, vol. 1, AU sec. 334), 
provides guidance on procedures that should be considered by auditors 
when they are performing audits to identify related-party relationships 
and to satisfy themselves concerning the required financial statement 
accounting and disclosures for related-party transactions. SAS No. 54, 
Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317), 
notes that although an audit in accordance with generally accepted 
auditing standards (GAAS) does not include procedures specifically 
designed to detect illegal acts, which are generally recognized by audi­
tors to have an indirect effect on the financial statement amounts, 
procedures applied for the purposes of forming an opinion on the 
financial statements may bring possible illegal acts to the auditor's 
attention. SAS No. 54 also provides guidance on procedures auditors 
should perform in response to possible illegal acts.
Fraudulent and Abusive Activities
Federal investigators have increased their efforts in identifying and 
prosecuting fraudulent and abusive activities involving health care 
entities. This has resulted in a number of high-profile cases of alleged 
fraudulent and questionable billing and coding practices, most notably 
involving physicians and psychiatric health care providers. In accord­
ance with SAS No. 54, auditors should consider laws and regulations 
that are generally recognized by auditors to have a direct and material 
effect on the determination of financial statement amounts. Audit proce­
dures should include inquiries about questionable intentional or 
unintentional practices (such as coding and billing practices) and other 
practices that might be deemed inappropriate.
In addition, auditors may consider obtaining a client representation 
letter that includes a statement such as the following:
There have been no violations or possible violations of laws or 
regulations in any jurisdiction, including regulatory agency 
requirements and rules and regulations relating to the Medicare, 
Medicaid, or other payment programs, whose effects should be 
considered for disclosure in the financial statements or as a basis 
for recording a loss contingency (other than those disclosed or 
accrued in the financial statements).
Auditors might also consider obtaining the following representa­
tions in the client representation letter:
1. The entity has made adequate provisions for estimated adjust­
ments to revenue for denied claims and changes to diagnosis- 
related group assignments.
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2. All peer review organization, fiscal intermediary, and third-party 
payer reports and information have been made available for 
examination.
3. All required Medicare, Medicaid, and similar reports have been 
properly filed.
4. Adequate provision has been made for intermediary, third-party 
payer, or other regulatory agency audit adjustments.
SAS No. 19, Client Representations (AICPA, Professional Standards, vol. 1, 
AU sec. 333), provides general guidance on written representations 
that auditors should obtain from management as part of every audit 
engagement.
Investments in Derivatives
As interest rates, commodity prices, and numerous other market 
rates and indices from which derivative financial instruments obtain 
their value have increased in volatility over the past several months, 
a number of entities have incurred significant losses. Health care 
providers sometimes use such instruments as risk management tools 
(hedges) or as speculative investment vehicles. The use of derivatives 
virtually always increases audit risk. Although the financial statement 
assertions about derivatives are generally similar to assertions about 
other transactions, the auditor's approach to achieving related audit 
objectives may differ because certain derivatives—such as futures con­
tracts, forward contracts, swaps, options, and other contracts with 
similar characteristics—are not generally recognized in the financial 
statements. Many of the unique audit risk considerations presented by 
the use of derivatives are discussed in detail in Audit Risk Alert—1994. 
The subject of derivatives is also discussed in the section "Accounting 
Issues and Developments" in this Audit Risk Alert.
Goodwill Associated With Acquisition of Other Health Care Enterprises
Some health care providers have acquired physician practices and 
other health care enterprises to establish integrated delivery networks. 
Purchase prices for the acquisitions frequently exceed the fair market 
value of tangible and identifiable intangible assets acquired, resulting 
in purchased goodwill. Both identifiable intangible assets and goodwill 
should be amortized over their estimated lives in accordance with para­
graphs 27 to 31 of Accounting Principles Board (APB) Opinion No. 17, 
Intangible Assets (FASB, Current Text, vol. 1, sec. I60). Auditors should 
consider the recoverability of recorded amounts as well as whether the 
estimated lives of recorded goodwill remain appropriate based on any 
changes in market conditions.
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Data Processed by Service Organizations
Providers of health care services frequently use third-party service 
organizations to process billing information, receivables, payroll, 
investments, and for other purposes. In April 1992, the AICPA's Audit­
ing Standards Board issued SAS No. 70, Reports on the Processing 
of Transactions by Service Organizations (AICPA, Professional Standards, 
vol. 1, AU sec. 324), which superseded SAS No. 44, Special-Purpose 
Reports on Internal Accounting Control of Service Organizations. SAS No. 70 
provides guidance to auditors of entities that use a service organization 
to process transactions, and is effective for service auditors' reports 
dated after March 31, 1993.
SAS No. 70 requires auditors to consider, in the planning stages of the 
audit, whether certain policies, procedures, and records of the service 
organization are relevant to the entity's ability to record, process, 
summarize, and report financial data consistent with the assertions 
embodied in the entity's financial statements. Paragraph 8 of SAS No. 70 
lists factors for auditors to consider in determining the significance 
of the service organization's policies, procedures, and records to plan­
ning the audit.
Requests for Working Papers by Medicare Auditors
Auditors working for or engaged by Medicare fiscal intermediaries to 
audit the Medicare and Medicaid cost reports of providers frequently 
request specific independent-auditor working paper analyses that 
"contain data that should properly be reflected in the providers' books 
and records in order to make such records complete" (Provider Reim­
bursement Manual, Part II, sec. 1102.3). Some Medicare auditors have 
also requested access to other working papers prepared by indepen­
dent auditors.
In July 1994, the Audit Issues Task Force of the AICPA's Auditing 
Standards Board issued an auditing Interpretation of SAS No. 41, 
Working Papers, titled "Providing Access to or Photocopies of Working 
Papers to a Regulator" (AICPA, Professional Standards, vol. 1, AU sec. 
9339), to assist auditors in fulfilling their obligations to provide access 
to working papers by regulators while maintaining control over the 
working papers. The Interpretation describes the following steps that 
auditors should take when a regulator requests access to working 
papers pursuant to law, regulation, or audit contract:
1. Advise the client that the regulator has requested access to (and 
possibly photocopies of) the working papers and that the auditor 
intends to comply with such request.
2. Make appropriate arrangements with the regulator for the review.
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3. Maintain control over the original working papers.
4. Consider submitting to the regulator a letter clarifying that an 
audit in accordance with GAAS is not intended to, and does not, 
satisfy a regulator's oversight responsibilities.
An example of such a letter is illustrated in paragraph 6 of the 
Interpretation.
The Interpretation also provides guidance to auditors regarding 
(1) whether they should allow access when a regulator requests access 
to working papers before the audit has been completed and the report 
released; (2) precautions they should observe when a regulator has 
engaged an independent party to perform the working paper review 
on behalf of the regulatory agency; and (3) steps they should take when 
a regulator requests them to provide access to (and possibly photo­
copies of) working papers and they are not otherwise required by law, 
regulation, or audit contract to provide such access.
The complete text of this Interpretation was published in the July 
1994 issue of the Journal of Accountancy ("Official Releases").
Multiyear Retrospectively Rated Insurance Contracts and 
Mutual Insurance Pools
Health care enterprises and insurance companies sometimes enter 
into multiyear contracts that provide for retrospective ratings (that is, 
contracts that provide for changes in the amount and timing of future 
contractual cash flows, including premium adjustments, settlement 
adjustments, refunds, or changes in the contract's future coverage 
based on contract experience). Health care enterprises also sometimes 
pool their risks by forming mutual insurance companies in which they 
retain an equity interest and to which they pay insurance premiums. 
Appendix A to FASB Statement of Financial Accounting Standards 
No. 5, Accounting for Contingencies (FASB, Current Text, vol. 1, sec. C59), 
indicates that such pool arrangements should be reviewed to deter­
mine whether premiums paid represent a payment for the transfer of 
risk or merely a deposit. These issues are addressed in paragraphs 
10.14 and 10.15 of Audits of Providers of Health Care Services and were 
also addressed by the FASB's EITF in Issue Nos. 93-6, Accounting for 
Multiple-Year Retrospectively Rated Contracts by Ceding and Assuming 
Enterprises, and 93-14, Accounting for Multiple-Year Retrospectively Rated 
Insurance Contracts by Insurance Enterprises and Other Enterprises. Auditors 
should carefully analyze these insurance contracts and the circum­
stances surrounding each enterprise's interests in the insurance 
arrangements with mutual insurance companies to determine whether 
risk has been transferred and premiums paid have been accounted 
for properly.
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Accounting Issues and Developments
Investments in Debt and Equity Securities
In May 1993, the FASB issued Statement No. 115, Accounting for 
Certain Investments in Debt and Equity Securities (FASB, Current Text, 
vol. 1, sec. I80), which requires all entities (except not-for-profit organi­
zations) to classify investments in equity securities that have readily 
determinable fair values and all investments in debt securities as either 
held to maturity (reported at amortized cost), trading securities 
(reported at fair value with unrealized gains and losses included in 
earnings), or available for sale (reported at fair value with unrealized 
gains and losses excluded from earnings and reported as a separate 
component of shareholders' equity). FASB Statement No. 115 is effec­
tive for fiscal years beginning after December 15, 1993.
As noted above, FASB Statement No. 115 does not apply to not-for- 
profit organizations—including not-for-profit providers of health care 
services. It does, however, apply to for-profit health care providers.
Because not-for-profit entities are excluded from the scope of FASB 
Statement No. 115, and because existing accounting standards do not 
permit fair value accounting by not-for-profit health care providers, 
not-for-profit health care entities are not permitted to adopt FASB 
Statement No. 115. The FASB is continuing its consideration of special­
ized accounting principles and practices for not-for-profit organizations. 
(See "Not-for-Profit Accounting Pronouncements and Projects" in this 
section of the Audit Risk Alert.) Until the FASB issues new standards 
for not-for-profit entities, not-for-profit health care entities should 
continue to follow the existing guidance on accounting for investments 
found in the AICPA Audit and Accounting Guide Audits of Providers 
of Health Care Services.
Loan Impairment
In May 1993, the FASB issued Statement No. 114, Accounting by Cred­
itors for Impairment of a Loan (FASB, Current Text, vol. 1, sec. I08). FASB 
Statement No. 114 is effective for fiscal years beginning after December 
15, 1994, with early application encouraged. FASB Statement No. 114 
addresses accounting by creditors for impairment of certain loans. It is 
applicable to all creditors and to all loans, uncollateralized as well as 
collateralized, except large groups of smaller-balance homogeneous 
loans that are collectively evaluated for impairment, loans that are 
valued at fair value, leases, and debt securities as defined in FASB 
Statement No. 115. It applies to all loans that are restructured in a 
troubled-debt restructuring involving a modification of terms. 
Although FASB Statement No. 114 is not likely to apply to most of the
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receivables held by health care providers (because they are generally 
either accounts receivable with terms of one year or less or are large 
groups of smaller-balance homogeneous loans that are evaluated 
collectively for impairment), it may apply to items such as loans to 
physicians or others. Thus, auditors of health care providers should 
consider whether loans held by their clients (for example, loans to 
physicians) are covered by FASB Statement No. 114.
In October 1994, the FASB issued Statement No. 118, Accounting by 
Creditors for Impairment of a Loan—Income Recognition and Disclosure 
(FASB, Current Text, vol. 1, sec. I08). FASB Statement No. 118 amends 
FASB Statement No. 114 to allow creditors to use existing methods for 
recognizing interest income on impaired loans. To accomplish that, the 
provisions in FASB Statement No. 114 that describe how creditors 
should report income on impaired loans were eliminated.
FASB Statement No. 118 also amends the disclosure requirements in 
  FASB Statement No. 114 to require disclosure of information about the 
recorded investment in certain impaired loans and about how creditors 
recognize interest income related to those loans.
FASB Statement No. 118 is effective concurrent with the effective 
date of FASB Statement No. 114, that is, for financial statements for 
fiscal years beginning after December 15, 1994, with earlier applica­
tion encouraged.
FASB Statement on Derivatives
In October 1994, the FASB issued Statement No. 119, Disclosure about 
Derivative Financial Instruments and Fair Value of Financial Instruments 
(FASB, Current Text, vol. 1, sec. F25). FASB Statement No. 119 requires 
disclosures about derivative financial instruments—futures, forward, 
swap, and option contracts—and other financial instruments with 
similar characteristics.
More specifically, the Statement requires disclosures about amounts, 
nature, and terms of derivative financial instruments that are not subject 
to FASB Statement No. 105, Disclosure of Information about Financial 
Instruments with Off-Balance-Sheet Risk and Financial Instruments with 
Concentrations of Credit Risk (FASB, Current Text, vol. 1, sec. F25), because 
they do not result in off-balance-sheet risk of accounting loss. It requires 
that a distinction be made between financial instruments held or issued 
for trading purposes (including dealing and other trading activities 
measured at fair value with gains and losses recognized in earnings) and 
financial instruments held or issued for purposes other than trading.
FASB Statement No. 119 is effective for financial statements issued for 
fiscal years ending after December 15, 1994, except for entities with less 
than $150 million in total assets. For those entities, the Statement is
17
effective for financial statements issued for fiscal years ending after 
December 15, 1995.
Advertising Costs
Health care entities may advertise their facilities or services, such as 
through television or radio commercials, business or consumer publica­
tions, or direct mail advertising. SOP 93-7, Reporting on Advertising Costs, 
provides guidance on financial reporting on advertising costs in annual 
financial statements. SOP 93-7 is effective for financial statements for 
years beginning after June 15, 1994, although earlier application is 
encouraged in fiscal years for which financial statements have not been 
issued previously. Costs incurred, regardless of whether they are 
reported as assets, before the initial application of the SOP should not 
be adjusted to the amounts that would have been reported as assets 
had the SOP been in effect when those costs were incurred. The SOP 
requires the following:
1. Reporting the costs of all advertising as expenses in the periods in 
which those costs are incurred, or the first time the advertising 
takes place, except for direct-response advertising (1) whose 
primary purpose is to elicit sales to customers who could be shown 
to have responded specifically to the advertising and (2) that 
results in probable future economic benefits (future benefits).
2. Reporting the costs of direct-response advertising (1) whose 
primary purpose is to elicit sales to customers who could be shown 
to have responded specifically to the advertising and (2) that 
results in probable future benefits as assets.
3. Amortizing the amounts of direct-response advertising reported 
as assets, on a cost-pool-by-cost-pool basis, over the estimated 
period of the benefits.
SOP 93-7 amends SOP 89-5 by requiring advertising costs incurred 
as contract acquisition costs to be accounted for, rather than expensed 
as incurred. Paragraph 54 of SOP 89-5 is amended as follows:
Although there is theoretical support for deferring certain acquisi­
tion costs, acquisition costs of providers of prepaid health care 
services, other than costs of advertising, should be expensed as 
incurred. (Advertising costs should be accounted for in conform­
ity with the guidance in SOP 93-7, Reporting on Advertising Costs.)
SOP 93-7 also amends SOP 90-8, Financial Accounting and Reporting by 
Continuing Care Retirement Communities, by clarifying that advertising 
costs incurred in connection with acquiring initial continuing care 
contracts should be accounted for in conformity with the guidance in
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SOP 93-7. SOP 90-8 is amended by adding the following as a footnote 
after the word "advertising" in the second bullet in paragraph 15:
Accounting for costs of advertising is not covered by this SOP. 
(Advertising costs should be accounted for in conformity with the 
guidance in SOP 93-7, Reporting on Advertising Costs.)
Not-for-Profit Accounting Pronouncements and Projects
FASB Not-for-Profit Organizations Project. The FASB is continuing its 
consideration of the specialized accounting principles and practices 
included in four AICPA audit and accounting guides relevant to not- 
for-profit organizations, including the AICPA Audit and Accounting 
Guide Audits of Providers of Health Care Services. The FASB added this 
project to its agenda in March 1986, initially to address accounting for 
contributions and the recognition of depreciation by not-for-profit 
organizations. The portion of the project dealing with depreciation 
was completed in September 1988 and resulted in FASB Statement 
No. 93, Recognition of Depreciation by Not-for-Profit Organizations (FASB, 
Current Text, vol. 1, sec. D40).
FASB Statement No. 116. The portion of the project dealing with contri­
butions was completed in June 1993 and resulted in FASB Statement 
No. 116, Accounting for Contributions Received and Contributions Made 
(FASB, Current Text, vol. 1, sec. C67). This Statement is particularly 
relevant to not-for-profit health care entities that receive pledges, 
contributed services, and donor-restricted and unrestricted contribu­
tions. The Statement requires the following:
1. Contributions received, including unconditional promises to 
give, should generally be recognized as revenues in the period in 
which they are received at fair values.
2. Conditional promises to give should be recognized when they 
become unconditional.
3. Not-for-profit organizations should distinguish among contribu­
tions received that increase permanently restricted net assets, 
temporarily restricted net assets, and unrestricted net assets.
4. The expiration of donor-imposed restrictions should be recog­
nized in the period in which those restrictions expire.
5. Certain exceptions are made for the recognition of contributions 
of services and works of art, historical treasures, and similar 
assets, including the following:
• Contributions of services should be recognized only if the 
services received (1) create or enhance nonfinancial assets or
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(2) require specialized skills, are provided by individuals pos­
sessing those skills, and would typically need to be purchased 
if not provided by donation.
• Contributions of works of art, historical treasures, and similar 
assets need not be recognized as revenues and capitalized if 
the donated items are added to collections held for public 
exhibition, education, or furtherance of public service rather 
than financial gain.
6. Certain disclosures are required for collection items not capital­
ized and for receipts of contributed services and promises to give.
FASB Statement No. 116 is effective for financial statements issued for 
fiscal years beginning after December 15, 1994, and for interim periods 
within those fiscal years, except for not-for-profit organizations with 
less than $5 million in total assets and less than $1 million in annual 
expenses. For those organizations, the effective date shall be for fiscal 
years beginning after December 15, 1995. Earlier application is encour­
aged. Guidance in the AICPA Audit and Accounting Guide Audits of 
Providers of Health Care Services that is inconsistent with the guidance in 
FASB Statement No. 116 is superseded as of the application date of 
Statement No. 116.
FASB Statement No. 117. The portion of the project dealing with finan­
cial statement display was completed in June 1993 and resulted in FASB 
Statement No. 117, Financial Statements of Not-for-Profit Organizations 
(FASB, Current Text, vol. 2, sec. No5). The Statement provides guidance 
on the scope, form, and content of the financial statements of not-for- 
profit organizations and requires the following:
1. All not-for-profit organizations should provide a statement of finan­
cial position, a statement of activities, and a statement of cash flows.
2. Amounts should be reported for total assets, liabilities, and net 
assets in a statement of financial position.
3. The change in an entity's net assets should be reported in a state­
ment of activities.
4. The change in cash and cash equivalents should be reported in 
a statement of cash flows.
5. Net assets, revenues, gains, and losses should be classified based 
on the existence or absence of donor-imposed restrictions, using 
the following three classes of net assets: permanently restricted, 
temporarily restricted, and unrestricted.
FASB Statement No. 117 is effective for annual financial statements 
issued for fiscal years beginning after December 15, 1994, except for
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organizations with less than $5 million in total assets and less than 
$1 million in annual expenses. For those organizations, the effective 
date shall be for fiscal years beginning after December 15, 1995. Earlier 
application is encouraged. Guidance in the AICPA Audit and Account­
ing Guide Audits of Providers of Health Care Services that is inconsistent 
with the guidance in Statement No. 117 is superseded as of the applica­
tion date of that Statement.
The AICPA Health Care Committee is currently revising Audits of 
Providers of Health Care Services to provide additional guidance on the 
application of FASB Statement Nos. 116 and 117 to not-for-profit health 
care entities. The revised Guide is expected to provide more specific 
reporting guidance than is contained in the FASB Statements. As a 
result, not-for-profit health care entities that choose to adopt those 
FASB Statements early will, in subsequent reporting periods, need to 
consider the additional reporting guidance in the revised version of 
Audits of Providers of Health Care Services when it is issued. An exposure 
draft of the revised Guide is expected to be issued for public comment 
in early 1995.
Governmental Health Care Entities
Auditors of governmental health care entities that use enterprise 
fund accounting and reporting and that prepare separate financial 
statements should consider new accounting and disclosure require­
ments set forth by the Governmental Accounting Standards Board 
(GASB) and the AICPA in the revised AICPA Audit and Accounting 
Guide Audits of State and Local Governmental Units. Those governmental 
health care entities are subject to Statements and Interpretations of the 
GASB and AICPA and FASB pronouncements specifically made 
applicable to state and local governmental entities. Auditors of govern­
mental health care entities should also refer to the Audit Risk Alert 
State and Local Governmental Developments—1994 (Product No. 022130).
Accounting for Compensated Absences. GASB Statement No. 16, Account­
ing for Compensated Absences, provides guidance for the measurement of 
accrued compensated absence liabilities by state and local govern­
mental entities (including governmental health care providers), 
regardless of the reporting model of funds type used to report the 
transactions. Compensated absences are absences for which 
employees will be paid, such as vacation, sick leave, or sabbatical leave. 
The provisions of the Statement are effective for financial statements 
for periods beginning after June 15, 1993.
Accounting and Financial Reporting for Proprietary Activities. In Septem­
ber 1993, the GASB issued GASB Statement No. 20, Accounting and
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Financial Reporting for Proprietary Funds and Other Governmental Entities 
That Use Proprietary Fund Accounting, which is effective for financial 
statements for periods beginning after December 15, 1993, with early 
application encouraged. GASB Statement No. 20 was issued to clarify 
the applicability of FASB Statements to accounting and financial 
reporting for proprietary activities. The GASB Statement provides 
interim guidance on accounting and financial reporting for proprietary 
activities pending further GASB research, which is expected to lead to 
the issuance of one or more pronouncements on the accounting and 
financial reporting model for proprietary activities.
Proprietary activities should follow all applicable GASB pronounce­
ments as well as the following pronouncements issued on or before 
November 30, 1989, unless those pronouncements conflict with 
or contradict GASB pronouncements: Statements and Interpreta­
tions of the FASB, APB Opinions, and Accounting Research Bulletins 
(ARBs) of the Committee on Accounting Procedures. In addition to 
applying FASB Statements and Interpretations, APB Opinions, and 
ARBs issued on or before November 30, 1989, a proprietary activity 
may also apply to all FASB Statements and Interpretations issued 
after November 30, 1989, except those that conflict with or contradict 
GASB pronouncements. The same application of FASB pronounce­
ments is encouraged to be used for all proprietary activities, including 
component units, in the general-purpose financial statements of the 
reporting entity.
Refundings of Debt Reported by Proprietary Activities. In December 1993, 
the GASB issued GASB Statement No. 23, Accounting and Reporting 
for Refundings of Debt Reported by Proprietary Activities, which is effective 
for financial statements for periods beginning after June 15 , 1994, with 
early application encouraged. GASB Statement No. 23 establishes 
standards of accounting and financial reporting for current refundings 
and advance refundings resulting in defeasance of debt reported by 
proprietary activities. Refundings involve the issuance of new debt, the 
proceeds of which are used to repay previously issued debt. The pro­
ceeds may be used immediately for this purpose (current refunding), 
or they may be placed with an escrow agent and invested until they are 
used to pay principal and interest on the old debt at a future time 
(advance refunding).
For current refundings and advance refundings resulting in defea­
sance of debt reported by proprietary activities, the difference between 
the reacquisition price and the net carrying amount of the old debt 
should be deferred and amortized as a component of interest expense 
in a systematic and rational manner over the remaining life of the old 
debt or the life of the new debt, whichever is shorter. On the balance
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sheet, the deferred amount should be reported as a deduction from or 
an addition to the new debt liability.
In addition, GASB Statement No. 23 makes the disclosures required 
by paragraphs 11 through 13 of GASB Statement No. 7, Advance Refund­
ing Resulting in Defeasance of Debt, applicable to current refundings 
reported by proprietary activities.
AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Audits of Providers of Health 
Care Services is available through the AICPA's loose-leaf subscription 
services. In the loose-leaf service, conforming changes (those necessi­
tated by the issuance of new authoritative pronouncements) and other 
minor changes that do not require due process are incorporated peri­
odically. Paperback editions of Audit and Accounting Guides as they 
appear in the service are printed annually. Copies may be obtained by 
calling the AICPA Order Department at (800) TO-AICPA, Department 
No. 1, and asking for product number 012427.
Practitioners should be aware that the AICPA Health Care Commit­
tee is currently revising Audits of Providers of Health Care Services. An 
exposure draft is expected to be released in early 1995.
Health Care Financial Reporting Checklist
The AICPA's Technical Information Service has published a revised 
version of Checklists and Illustrative Financial Statements for Health Care 
Providers, a nonauthoritative practice aid for preparers or reviewers of 
financial statements of health care entities. Copies may be obtained by 
calling the AICPA Order Department at (800) TO-AICPA, Department 
No. 1, and asking for product number 008639.
Technical Practice Aids Publication
Technical Practice Aids is an AICPA publication that includes ques­
tions received by the AICPA's Technical Information Service on various 
subjects and the service's responses to those questions. Section 6400 
of Technical Practice Aids contains questions and answers specifically 
pertaining to health care entities. Technical Practice Aids is available 
both as a subscription service and in hardback form. Ordering 
information may be obtained by calling the AICPA Order Depart­
ment at (800) TO-AICPA, Department No. 1, and asking for product 
number 005054.
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National Health Care Conference
Each summer the AICPA sponsors a National Health Care Confer­
ence that is specifically designed to update practitioners and health 
care financial executives on significant accounting, legal, financial, and 
tax developments affecting the health care industry. Information on 
the conference may be obtained by calling the AICPA Continuing 
Professional Education (CPE) Division at (201) 938-3232.
List of Statistical/Trend Publications
The following are publications pertaining to health care industry 
trends and statistics that may be of interest to auditors of health care 
entities. The list is not all-inclusive and is presented for informational 
purposes only. It is not to be construed as an endorsement of any of the 
following publications or organizations.
Continuing Care Retirement Communities
American Association of Homes and Services for the Aging (AAHSA) 
Continuing Care Retirement Communities: An Industry in Action 
National Association of Medical Equipment Suppliers (NAMES) 
NAMES Industry Survey
Hospitals
Center for Healthcare Industry Performance Studies (CHIPS) 
Almanac of Hospital Financial & Operating Indicators 
Health Care Investment Analysts, Inc.
Comparative Performance of U.S. Hospitals: The Sourcebook 
Directory of U.S. Hospitals 
HCIA Guide to Hospital Performance 
American Hospital Association (AHA)
Hospital Statistics
National Hospital Panel Survey Report
Health Maintenance Organizations
Group Health Association of America, Inc. (GHAA)
HMO Industry Profile 
Health Care Investment Analysts, Inc.
Guide to the Managed Care Industry 
InterStudy
Competitive Edge Industry Report
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Nursing Homes
Health Care Investment Analysts, Inc.
Guide to the Nursing Home Industry
Physicians
American Medical Association (AMA)
Socioeconomic Characteristics of Medical Practice 
Medical Group Management Association 
Cost Survey
Academic Practice Management Survey 
For further information contact:
American Association of Homes and Services for the Aging (AAHSA) 
(formerly American Association of Homes for the Aging)
(301) 490-0677
American Hospital Association (AHA) (800) AHA-2626 
American Medical Association (AMA) (800) 621-8335 
Center for Healthcare Industry Performance Studies (CHIPS)
(800)859-2447
Group Health Association of America (GHAA) (202) 778-3200 
Health Care Investment Analysts, Inc. (800) 568-3282 
InterStudy Publications (612) 858-9291 
Medical Group Management Association (303) 397-7888 
National Association of Medical Equipment Suppliers (NAMES)
(703) 836-6263
*  *  *  *
This Audit Risk Alert supersedes Health Care Industry Develop­
ments—1993.
*  *  *  *
Practitioners should also be aware of the economic, regulatory, and 
professional developments in Audit Risk Alert—1994 and Compilation 
and Review Alert—1994, which may be obtained by calling the AICPA 
Order Department at the number below and asking for product number 
022141 (audit) or 060668 (compilation and review).
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Copies of AICPA publications referred to in this document can be 
obtained by calling the AICPA Order Department at (800) TO-AICPA. 
Copies of IASB and GASB publications referred to in this document 
can be obtained directly from the FASB or GASB by calling the FASB/ 
GASB Order Department at (203) 847-0700, ext. 10.
Copies of federal documents referred to in this document are avail­
able for sale from the Superintendent of Documents, U.S. Government 
Printing Office, Washington, D.C. 20401; order desk telephone: 
(202) 512-1800; FAX: (202) 512-2250.
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